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SUBJECT: California Seed Capital and Early Stage Corporation Fund |Investnent Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT'S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY.

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALYSIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUMWARY OF BILL

Under the Corporations Code, this bill would establish the California Seed
Capital and Early Stage Corporation (the corporation), to nobilize investnent in
private seed and venture capital partnerships or entities through a single
designated for-profit investnment fund.

Under the Revenue and Taxation Code, this bill would allow taxpayers to claim
credits against their insurer gross prem um personal incone, or bank and
corporation tax, as certified by the corporation, for any shortfalls that occur
in the scheduled returns to investors of invested capital and returns on invested
capi tal

The Revenue and Taxation Code provisions relating to the insurer gross prem um
tax credit is not discussed in this analysis because that tax is not adm nistered
by the Franchi se Tax Board. The Corporations Code provisions relating to the
creation of the corporation are discussed only to the extent they apply to the

i ncone tax credits.

SUMVARY OF ANMENDMENT

The June 25, 1998, anmendments made vari ous changes to the Corporations Code
provi sions and added the provisions relating to the all owance of tax credits.

EFFECTI VE DATE

This bill would beconme effective January 1, 1999, and the bill specifies that no
credit may be clained before January 1, 1999, nor after Decenber 31, 2025.
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PROGRAM HI STORY/ BACKGROUND

"During the | ast two decades, several states have created state-sponsored venture
capital prograns to provide financing for new and small business. Venture
capital prograns are public sector activities that mmc or work with venture
capitalists to provide capital for conpanies in a devel opnent state.”

"All of these state prograns involve at least an initial contribution of noney by
the state for business capital investnent purposes. The prograns can then be
divided into two nmain categories:

= "Public-private funds are principally privately nmanaged. The state
contributes initial capital, although it is usually matched by private
i nvestnments and sonetines by pension fund investnents. The state
often sets some criteria for selecting conpanies in which investnents
wi |l be made. "

= "Publicly run venture capital prograns have a larger public role in
t heir managenent . "

"Funds to establish these progranms have conme from several sources. Most states
directly appropriated sonme initial capital. A few states were able to suppl enent
that with federal grants. Mst prograns are revolving funds, and are allowed to
reuse repaynments of investnents nade. Connecticut's program began with $10
mllion in general obligation bond proceeds. . . Oregon's programuses lottery
proceeds. M chigan used a state loan fromoil and gas royalties, and nore
recently gam ng revenues. klahoma found a remarkably innovative way to use tax

credits to fund its prograns. The |egislature gave the program $50 million in
tax credits. The programuses those tax credits to guarantee |oans made at its
direction by institutional investors (banks, nostly). |If a loan fails, the
programsells tax credits sufficient to make good on the institutional investor's
| oan. So far, Cklahoma has used this device to raise over $20 mllion, and has

not had to sell any tax credits.”

SPECI FI C FI NDI NGS

Exi sting state and federal |aws provide various tax credits that are designed to
provide tax relief for taxpayers who nust incur certain expenses (e.g., child and
dependent care credits) or to influence behavior, including business practices
and decisions (e.g., research credits).

Under existing state and federal |laws generally tax credits may be clained only

by the taxpayer that incurred the credit-rel ated expense. |In the case of the
| ow-i ncome housing credit, if a property is acquired during the credit period,
the credit may be transferred to the acquiring taxpayer. |In addition, the | ow

i ncome housing credit may be transferred between wholly-owned affiliated
cor porati ons.

The California Constitution provides that the power to tax may not be surrendered
or suspended by grant or contract.

! Information in this section is fromBusiness Capital Needs in California: Designing a

Program by Gus Koehler, Ph.D. and Rosa Maria Moller, Ph.D., a report devel oped by the
California Research Bureau, California State Library, April 1998
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AB 1752 woul d al |l ow taxpayers to claimcredits against their personal inconme or
bank and corporation tax, as certified by the corporation, for any shortfalls
that occur in the scheduled returns to investors in the California Seed Capita
and Early Stage Corporation Fund of invested capital and returns on invested
capital. The bill provides that the credits could be freely transferable to
subsequent transferees. The bill states that the corporation shall certify the
anount of tax credits that are to be allowed to investors and the years those tax
credits may first be claimed. The credits are to be sufficient to support the
rai sing of $500 million of investment capital.

Further, this bill provides that, in conjunction with the Franchi se Tax Board,
the corporation shall develop a systemfor registration of any tax credits
allowed or transferred and a systemthat permts verification that any tax credit
claimed on a tax return is valid and properly taken in the year in which it is
clainmed, and that any transfers of credits are made in accordance with the bill.

Pol i cy Consi derati ons

Cenerally, tax credits are allowed to the taxpayer who incurred the rel ated
expense. Under state law, only the |l owincone housing credit contains a
transfer provision, which allows transfer of the credit to the purchaser of
the property or between affiliated corporations. Federal tax |law allows no
transfer of tax credits. Conversely, this bill wuld allow the credit to be
transferred and does not restrict the class of eligible transferees and,
thus, would create a precedent by allowing the credit to be transferred from
the taxpayer who invested in the California Seed Capital and Early Stage
Corporation Fund to any other taxpayer. Further, the bill would not limt
the nunber of tinmes a credit nay be transferred and does not address whet her
only the entire credit or portions of the credit may be transferred. If
portions of the credit may be transferred, the bill does not address whether
or how one credit may be divided among nultiple transferees. As discussed
with the author's staff, the attached amendnents woul d anend t he Revenue and
Taxation Code provisions to limt the transfer of this credit to affiliated
corporations simlar to the provisions contained in the | owincome housing
credit, but would require the standard 50% ownership criterion instead of
the 100% ownership criterion contained in the | owincone housing credit.

Al so, the anmendnents would nodify the Corporations Code provision to refer
to the transfer rules contained in the Revenue and Taxati on Code.

Credits generally are enacted with paraneters on the anpunt of credit

all owed to each taxpayer and/or on the aggregate total anmount of tax credits
that may be allocated. Wile private corporations may be del egated the
authority to allocate the credits, this allocation may not exceed the
anmounts provided in the law. This credit, however, would set no paraneters
and instead would all ow the ampbunt of credit for each taxpayer and the total
anmount of credit for all taxpayers to be determ ned solely by the contract
between the corporation and the investors. Providing the corporation the
power ultimately to determne the paranmeters of the tax credit provided in
this bill mght be considered an unconstitutional surrender of the power to
t ax.
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| npl ement ati on Consi derati ons

For the departnment to properly admnister this bill, the Corporations Code
| anguage regarding the period during which the credits are all owed,
certification and transfer of the credit, and notification to the Franchi se
Tax Board al so should be reflected in the Revenue and Taxati on Code

provi si ons. In accordance with discussions with the author's staff, the
attached anmendnents woul d provi de standardi zed | anguage to reflect these
provisions in the Personal |Inconme Tax and Bank and Corporation Tax Law
sections. The attached anendnents specify requirenents for the corporation
to report to the departnent information regarding the certification of
credits. Further, the attached anendnents woul d renove the Corporations
Code provision that would require the corporation, in conjunction with the
Franchi se Tax Board, to develop a systemfor registration of any tax
credits, since this provision effectively would be replaced with the
certification provisions included in the attached anendnents.

FI SCAL | MPACT

BOARD

Departmental Costs

If the bill is amended to resolve the inplenmentation consideration addressed
in this analysis, the departnent’s costs are expected to be m nor

Tax Revenue Esti mate

The revenue inpact of this bill would depend on the anmount invested in the
fund, the scheduled return |less the realized return (assum ng the realized
return is less than the scheduled return), the tax liability of investors
and transferees, and the propensity of these credits to be transferred anong
taxpayers. It is not known how the fund mght fare nor is it known what the
schedul ed return m ght be. Although the revenue inpact cannot be esti mated,
the risk of loss is significant. For exanple, if the fund were to

accunul ate the $500 million target anpbunt at a schedul ed return of 10% but
only realize a return of 5% the shortage would be $25 mllion ($50 mllion
schedul ed return v. $25 mllion realized.) GCenerally, the potential revenue

inpact of a tax credit is estimated in part by considering a usage rate each
year of less than 100% of the credits earned because sone taxpayers who earn

a credit will not have sufficient tax liability to use the full anount of
the credit in the year it was earned. Because the credit provided by this
bill may be freely transferred fromthose taxpayers w thout sufficient tax

liability to those with sufficient tax liability, this bill potentially
could result in 100% usage of credits in the year they are earned.

POSI Tl ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPOSED AMENDMVENTS TO AB 1752
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AVENDMENT 1
On page 7, strikeout lines 9 and 10, and insert:

this chapter. The tax credit allowed may be assigned to affiliated corporations
pursuant to subdivision (e) of Section 23626 of the Revenue and Taxation Code;
however, no tax

AMENDMENT 2

On page 7, strikeout |ines 34 through 39 and on page 8, strikeout
lines 1 through 2.

AVENDVENT 3
On page 9, nodify lines 5 through 18, as foll ows:

17059. Fhere (a) For each taxable year beginning on or after January 1
1999, and before January 1, 2026, there shall be allowed as a credit against the
"net tax" (as defined by Section 17039) a credit in an anpbunt prescribed in a
certificate issued by the California Seed Capital and Early Stage Corporation
pursuant to Chapter 3 (commencing with Section 14100) of Part 5 of Division 3 of
Title 1 of the Corporations Code.

(b) The California Seed Capital and Early Stage Corporation shall do all of
the fol |l ow ng:

(1) Certify the ampbunt of tax credit allowed to each taxpayer pursuant to
Section 14114 of the Corporations Code and the taxable year the credit may first
be clained by the taxpayer.

(2) ntain the taxpayer's taxpayer identification nunber, or each partner's
taxpayer identification nunber in the case of a partnership, for tax
adm ni strati on purposes.

(3) Provide an annual listing to the Franchise Tax Board, in the formand
manner agreed upon by the Franchise Tax Board and the California Seed Capital and
Early Stage Corporation, containing the nanes, taxpayer identification nunbers
pursuant to paragraph (2), and total ampunt of credit certified to each taxpayer.

(c) The taxpayer shall do all of the foll ow ng:

(1) Retain a copy of the certification issued by the California Seed Capita
and Early Stage Corporation as specified in paragraph (1) of subdivision (b).

(2) Provide the certification specified in paragraph (1) of subdivision (b)
to the Franchi se Tax Board upon request.
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(3) Provide the California Seed Capital and Early Stage Corporation with the
taxpayer's identification nunber, or in the case of a partnership, the taxpayer
identification nunbers of all partners.

(d) For purposes of this section only, "taxpayer" neans an investor, as
defined by subdivision (f) of Section 14101 of the Corporati ons Code.

(e) This section shall remain in effect only until Decenber 1, 2026, and as
of that date is repeal ed.

SEC. 4. Section 23626 is added to the Revenue and Taxati on Code, to read:

23626. There (a) For each incone year beginning on or after January 1
1999, and before January 1, 2026, there shall be allowed as a credit against the
"tax" (as defined by Section 23036) a credit in an anount prescribed in a
certificate issued by the California Seed Capital and Early Stage Corporation
pursuant to Chapter 3 (commencing with Section 14100) of Part 5 of Division 3 of
Title 1 of the Corporations Code.

(b) The California Seed Capital and Early Stage Corporation shall do all of
the fol |l ow ng:

(1) Certify the anmpbunt of tax credit allowed to each taxpayer pursuant to
Section 14114 of the Corporations Code and the incone year the credit may first
be clained by the taxpayer.

(2) Qntain the taxpayer's taxpayer identification nunber, or each
shar ehol der' s taxpayer identification nunber in the case of a subchapter
S corporation, for tax adm nistration purposes.

(3) Provide an annual listing to the Franchise Tax Board, in the formand
manner agreed upon by the Franchise Tax Board and the California Seed Capital and
Early Stage Corporation, containing the nanes, taxpayer identification nunbers
pursuant to paragraph (2), and total ampunt of credit certified to each taxpayer.

(c) The taxpayer shall do all of the foll ow ng:

(1) Retain a copy of the certification issued by the California Seed Capita
and Early Stage Corporation as specified in paragraph (1) of subdivision (b).

(2) Provide the certification specified in paragraph (1) of subdivision (b)
to the Franchi se Tax Board upon request.

(3) Provide the California Seed Capital and Early Stage Corporation with the
taxpayer's identification nunber, or in the case of a subchapter S corporation,
the taxpayer identification nunbers of all sharehol ders.

(d) For purposes of this section only, "taxpayer" neans an investor, as
defined by subdivision (f) of Section 14101 of the Corporati ons Code.

(e) (1) A corporation may elect to assign any portion of any credit all owed
under this section to one or nore affiliated corporations for each incone year in
which the credit is allowed. For purposes of this subdivision, "affiliated
corporation” means a corporation that is a nenber of a conmonly control |l ed group
as defined in Section 25105, as of the last day of the incone year in which the
credit is allowed.

(2) The el ection provided in paragraph (1):

(A) May be based on any nethod selected by the corporation that originally
receives the credit.

(B) Shall be irrevocable for the incone year the credit is allowed, once
made.

(C May be changed for any subsequent inconme year if the election to make
the assignnent is expressly shown on each of the returns of the affiliated
corporations that assign and receive the credits.

(f) This section shall remain in effect only until Decenber 1, 2026, and as
of that date is repeal ed.




